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174 The Annals of the Amebican Academy 

Expansion and Contraction from the Federal Reserve 

Standpoint 

By John H. Rich 

Chairman and Federal Reserve Agent, Federal Reserve Bank of Minneapolis 

IF kept clearly in mind, several facts speaking, is a matter of adaptability to 

will aid in an understanding of the circumstances rather than the product 

problems which the Federal Reserve of careful observance of economic law, 

Banks have encountered in attempting sound financial principles and scien- 

to exercise an appropriate and scientific tific methods. This thought might be 

control over the expansion and con- summarized in the statement that 

traction of both currency and credit, banking is in a highly evolutionary 

The United States is a country of im- condition in the United States, and 

mense extent, of the greatest diversity that for the past ten years the period 

in its stages of development, in produc- has been a transition from a rather 

tion and in the local availability of archaic and outworn banking system 

capital and investment funds. It is a to a modern and scientific mechanism, 

comparatively new country and in the somewhat broader than banking itself, 

less developed sections banking is more that will eventually provide the United 

of a business than a profession. As a States with the efficient system for 

nation we lack the beneficial influences banking, exchange and credit control 

of custom, precedent and the fruits of which it needs as its equipment for a 

ancient experience. Instead of a horn- proper participation in the financial 

ogeneous population, we have invited activities of the world, 
racial elements from every part of the 

earth, who have brought with them PowERS OF Reserve System Limited 
their own peculiar ideas and customs, In the nature of things, the Federal 

all of which must be recognized from Reserve System is not all-inclusive, 

the standpoint of practical banking, The System embraces in it only the 

and all of which tend to exert influences national banks of the United States, 

that retard the adoption of uniform although the Federal Reserve Act also 

practices and scientific banking meth- extends liberal privileges to the much 

ods. Bank management is of as di- more numerous state banks and trust 

verse a character as the primary inter- companies. In membership, 1 the Fed- 

ests of the various states, and, broadly eral Reserve System embraces 9,745 

1 U. S. Bank Figures— June 30, 1921. 

Per Cent Per Cent 

Total* InF.R.Sys* Total Out of F. R. Sys. Total 

No. of Banks 30,815 9,745 31.6 21,070 68.4 

Capital $2,904,511,000 $1,858,710,000 63 . 9 $1,045,801,000 36 . 1 

Sur. & Undiv. Pf 3,454,639,000 2,273,795,000 65.8 1,180,844,000 34.2 

Total Resource 49,688,839,000 30,883,023,000 62.2 18,805,816,000 37.8 

Loans &Dis. &Redis... 28,944,708,000 18,551,120,000 64.2 10,393,588,000 35.8 

Investments 11,384,334,000 6,104,655,000 53.6 5,279,679,000 46.4 

Bal. due from banks 4,795,387,000 2,978,276,000 62.1 1,817,111,000 37.9 

Individual deposits 35,472,563,000 19,658,809,000 55.4 15,813,754,000 44.6 

Nts. & Bills redis 1,271,684,000 1,243,764,000 97.8 27,920,000 2.2 

Bills payable 1,376,891,000 812,241,000 59.0 564,650,000 41.0 

* Comptroller of Currency's Press Statement, October 31, 1921. 

b Federal Reserve Board Report, June 30, 1921. 
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institutions out of 30,815 in this coun- 
try, or 31.6 per cent. It includes 63.9 
per cent of the banking capital of the 
United States; 65.8 per cent of the sur- 
plus and undivided profits, and it 
comprehends 62.2 per cent of the total 
resources, and was carrying on June 30 
of the present year, 64.2 per cent of the 
loans and discounts, including redis- 
counts, of the country. It then held a 
little more than half of the individual 
deposits of the United States. With 
two-thirds of the membership and more 
than one-third of the resources of the 
banks of the country outside of the 
system, it is obviously impossible to 
expect it to exercise any complete con- 
trol over expansion and contraction of 
credit. Its power over currency expan- 
sion and contraction is limited, due 
to the competition of other forms of 
money than Federal Reserve and Fed- 
eral Reserve Bank notes. 2 

The rather powerful influence which 
the Federal Reserve System exer- 
cised during the war period, particu- 
larly since the radical advances in com- 
modity prices, was fortuitious and 
due largely to the fact that under the 
country's pressing need for a sharply 
increased volume of currency with 
which to handle its current exchanges, 
its previously existing and rather in- 
flexible issues were submerged to the 
extent that the overburden of Federal 
Reserve notes and Federal Reserve 
Bank notes became the dominating 
factor in the currency situation. This 

2 The Secretary of the Treasury's Circulation 
Statement of October 1, 1921 shows gold coin 
and bullion, $903,163,000; gold certificates, $514,- 
901,000; silver dollars, $75,388,000; silver cer- 
tificates, $226,610,000; subsidiary silver, $261,- 
602,000; treasury notes of 1890, $1,562,000; 
United States notes, $341,613,000; national bank 
notes, $728,314,000; or a total of $3,053,153,000 
as compared with $2,518,963,000 of Federal 
Reserve notes and $119,163,000 of Federal Re- 
serve Bank notes, or a total of $2,638,126,000 of 
Federal Reserve issues. 



was due to the quick responsiveness of 
these notes to any demands for issue 
and the fact that they cannot be kept 
in circulation except in response to 
demand. 

Another factor of great importance 
in connection with the whole question 
of expansion and contraction relates to 
the actual degree of power which the 
Federal Reserve System is able to exer- 
cise over its membership. Its powers 
are specifically indicated in the law » and 
are in the main of a general and super- 
visory character. The law seems to in- 
dicate quite clearly what specific rights 
a member in the Federal Reserve Sys- 
tem enjoys, but limits in quite a distinct 
way the power and control over mem- 
bers to be exercised either by the Fed- 
eral Reserve Banks or the Federal Re- 
serve Board. In a certain sense and 
considering the subject purely from a 
practical standpoint, the real powers 
of a Federal Reserve Bank over its 
members are indirect and rise out of its 
contact and association with members 
at times when they are borrowing. It 
is difficult to see what very practical 
powers a Federal Reserve Bank might 
exercise over the non-borrowing ele- 
ment in its membership. Every Fed- 
eral Reserve Bank has had such an 
element of rather substantial propor- 
tions throughout the war period. It is 
authorized to insist that its members 
maintain their capital stock at the 
figures fixed by law, that they carry 
unimpaired reserves and that they 
make appropriate periodic reports. It 
is divested of any power to control the 
policies or loan operations of members 
and has no authority whatsoever over 
the rates charged by a member to its 
customers. 

It naturally has no powers of any 

* See Section 13 of the Federal Reserve Act. 
Powers of Federal Reserve Banks — Section 11. 
Powers of the Federal Reserve Board — Section 
4. Corporate powers of Federal Reserve Banks. 



176 



The Annals of the American Academy 



character over the numerous non- 
member banks, except that through 
wise leadership it may inspire the de- 
sire to conform to sound policies. In 
a period of inflation the rapid expan- 
sion of member banks' loans and dis- 
counts becomes a matter of first im- 
portance. Over such a rising tide of 
borrowings the power of a Federal Re- 
serve Bank is limited. It can restrict, 
or, for cause, it might refuse the appli- 
cation of a member to rediscount; but 
its ability to control is largely centered 
in its position as an adviser in which it 
would employ the facts developed by its 
examiners and endeavor to create a 
clear understanding of all the factors 
which the situation might involve. In 
this capacity its value would be largely 
through wise suggestion and guidance. 
There is therefore some question as 
to the degree of power to control which 
the Federal Reserve System has over 
even its own membership. Its real 
power, which cannot be denied, lies not 
in legal authorization or specific grant 
of regulatory authority, but in the 
confidence it can inspire because of 
sound leadership and the value it can 
give to membership because of the busi- 
ness advantages flowing therefrom. 
An important degree of voluntary coop- 
eration has existed and extends far 
beyond the confines of its own mem- 
bership, due to the enlightened self- 
interest of progressive institutions. It 
might be said that in a sense the 
Federal Reserve System, while it is an 
efficient organization, is more like a 
voluntary federation of common inter- 
ests for their own good. 

Currency Expansion and 
Contraction 

Not a great deal need be said of cur- 
rency expansion and contraction as it 
relates to Federal Reserve issues. The 
mechanism by which this is accom- 



plished is clearly stated in the law 4 un- 
der which each Federal Reserve agent 
in each Federal Reserve Bank, with the 
approval of the Federal Reserve Board, 
is authorized to draw from the Comp- 
troller of the Currency and issue to his 
Federal Reserve Bank on the presenta- 
tion of gold and proper collateral, Fed- 
eral Reserve notes for issue to member 
banks. Upon the application of a mem- 
ber bank in good standing, accom- 
panied by a tender of eligible paper for 
rediscount and credit, the Federal Re- 
serve Bank in practice immediately de- 
livers Federal Reserve and Federal 
Reserve Bank notes in such amounts 
as may be requested. The process of 
issue is therefore as nearly automatic 
as may be, and is properly founded 
upon the assumption that member 
banks will not request Federal Reserve 
issues unless they need them and that 
the necessities of their communities 
will rule. 

Once issued, the Federal Reserve 
note moves through the member bank 
into the hands of the public and when 
it is no longer needed will find its 
way back into a bank. Banks which 
have accumulated more currency than 
they have use for, will remit to their 
correspondents or to their Federal Re- 
serve Bank direct. The correspondents 
are largely members of the Federal Re- 
serve System and the remittance of 
their excess accumulations is a matter 
of daily routine. Upon receipt by a 
Federal Reserve Bank, returned notes 
are sorted and under the law must be 
shipped at once for credit to the bank 
of issue. The particular Federal Re- 
serve Bank has therefore no right of 
reissue except as to its own notes. 
Those consigned to other Federal Re- 
serve Banks will reissue or not as the 
demand of that Federal Reserve Dis- 
trict may indicate. If they do not re- 

4 Federal Reserve Act, Section 16. Note 
Issues. 
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issue, they are ordinarily returned for 
credit to the Federal Reserve agent or 
if worn and unfit find their way to 
early redemption and destruction. If 
fit, they are stored against the next peri- 
od of demand. The method of retire- 
ment and redemption is therefore quite 
as automatic, although somewhat 
slower in process, than the method of 
issue. There can be no question but 
that the mechanism instituted under 
the Federal Reserve Act to create flex- 
ibility of currency expansion and con- 
traction has operated with entire suc- 
cess, and that Federal Reserve notes 
possess these highly desirable qualities 
which were lacking in other currency 
issues of this government and in na- 
tional bank notes. 

The course of Federal Reserve note 
issues since late in 1920 has been down- 
ward. They reached their peak in 
November, when the aggregate issue 
was $3,349,000,000, and by October 1, 
1921, declined to $2,518,963,000. This 
recession of $830,496,000 was as sig- 
nificant of the power of contraction in- 
herent in Federal Reserve notes, as 
was the earlier rise indicative of their 
responsiveness to the issue demand. 

In due time Federal Reserve Bank 
notes amounting to $119,163,000 will 
be retired. At a later date under pro- 
visions of the law, national bank notes 
(on October 1, 1921, amounting to 
$728,314,000) will likewise disappear 
from circulation. Treasury notes of 
1890 are a small factor and their grad- 
ual retirement has been provided for 
by law. There will remain $341,613,- 
000 of United States notes for which no 
retirement provision is included in the 
law, and the gold and silver certificates. 
It is therefore probable that with the 
gradual fall in Federal Reserve issues 
there will also be a gradual drift toward 
the elimination of competing factors in 
the circulation, with the ultimate re- 
sult that Federal Reserve notes will 



control and currency will at last be 
upon a strictly flexible basis and will 
have the scientific basis which was 
contemplated in drafting the Federal 
Reserve Act. 

The course of Federal Reserve note 
circulation in connection with the price 
movement during 1920 was very in- 
teresting. United States wholesale 
prices, based on the percentage of 1913 
average prices, 5 reached their high 
point of 264 in May of that year. 
United States retail prices, based on 
the percentage of 1914 average prices, 6 
held during June and July, 1920, at 
their high point of 215. The high point 
of Federal Reserve issues was reached 
during the last week of October 7 and 
the first week of November, or sixty 
days later than the peak of retail prices 
and since that time have steadily de- 
clined. The comparative curves tend 
to prove the accuracy of the view that 
currency expansion was the product 
and not the cause of price inflation and 
that currency contraction (Federal 
Reserve issues being the only issues 
having a real flexibility) was the nat- 
ural product of the downward turn in 
prices. In paying cash for wheat at 
country elevators, it obviously takes 
more currency to buy wheat at the 
high point of more than three dollars 
than at the current price of about one 
dollar. In the agricultural districts the 
natural result is that member banks 
will request Federal Reserve notes in 
larger volumes during periods of rising 
prices and that their use for currency 
will fall off sharply on a declining 
market. 

An important element in maintaining 
the flexibility and responsiveness of 
Federal Reserve issues to influences 
that tend to expand or contract them, 
is the fact that in current rediscounting 

6 Federal Reserve Board's Price Index. 

c United States Bureau of Labor Statistics. 

7 See Footnote reference on page 178. 
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operations the larger part of Federal 
Reserve membership wants credit and 
not notes. Its demand for notes is 
wholly the product of local conditions 
and there is no occasion to request cur- 
rency shipments unless the local cur- 
rency supply is insufficient. Credit at 
the Federal Reserve Bank is more 
adaptable to its ordinary needs. 

It may therefore be said that cur- 
rency issues from the standpoint of 
the Federal Reserve Bank occasion 
practically no concern. They increase 
or diminish as the fluctuating condi- 
tions of each business day may indi- 
cate and their connection with such 
conditions is of the most intimate char- 
acter. The rise and fall of Federal Re- 
serve issues is so nearly automatic that 
it requires no extraneous suggestions 
or encouragement. 



Credit Expansion and Contraction 

The currency provisions of the Fed- 
eral Reserve Act have proved a distinct 
achievement in financial legislation. 
The expansion and contraction of 
credit is not so simple a problem. In 
considering it from a Federal Reserve 
standpoint the membership figures of 
the System become in some respects 
more significant than other items of 
the consolidated bank statement of the 
country. Less than one-third of the 
country's banks are in direct contact 
with the twelve Federal Reserve Banks. 
Even this one-third may not be as- 
sumed to have continuous contact, 
since even during the recent period of 
very severe credit strain it has con- 
tinuously included a substantial non- 
borrowing element with which the con- 



7 Trend of Wholesale and Retail Prices and Bills Discounted by Federal Reserve System and Fed- 
eral Reserve Notes in circulation January, 1920 to September, 1921. 
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tact of the Federal Reserve Bank was 
of a limited and oftentimes of quite an 
indirect character. In this situation 
probably lies the seeds of the failure of 
the theory that a fluctuating rediscount 
rate is an engine for credit control. 

Obviously Federal Reserve redis- 
count rates can control, if at all, only 
such banks as pay them, and such 
banks may not confine their borrow- 
ings to the Federal Reserve — in fact 
they seldom do. The influence of the 
rediscount rate must be of an indirect, 
and probably of a very tenuous char- 
acter as to all non-borrowing banks, 
member or non-member alike. In most 
of the Federal Reserve Banks there has 
been some disappointment at the doubt- 
ful effectiveness of the rediscount rate 
in periods of rapid expansion of credit. 
To the man whose mind is fastened 
upon a prospective profit it is alto- 
gether improbable that an upward 
revision of one-half of 1 per cent in 
a rediscount rate which he does not 
pay directly, will tend to curb him or 
moderate his activities. Over the agri- 
cultural portion of the United States 
the bank rate of interest is as near to 
a stable rate as any example that the 
United States affords. In developed 
agricultural sections the tendency of 
the bank rate is to remain at practi- 
cally the same level throughout the year, 
and, for that matter, over a period of 
years. The same tendency is notice- 
able in the less developed agricultural 
sections, although the rate levels are 
higher, and even where bank rates 
reach their highest levels the rate it- 
self is subject to comparatively little 
change. 

Where there are surplus capital and 
funds for investment, it is natural that 
the importance of agriculture should 
be recognized and that ample funds 
should translate themselves into fairly 
stable and relatively low rates to agri- 
cultural borrowers. The reverse, how- 



ever, is not true. In the partially de- 
veloped sections of the West it has been 
the habitual practice to attract outside 
funds by offering attractive rates on 
time deposits, which, once established, 
have automatically forced up the loan 
rate of the bank to its customers. 
Rates on time money change very little 
in western United States and they, more 
than any other factor, dominate and 
control the rate which must be charged 
to the borrower if the bank is to make a 
profit. 

It would appear that the only points 
where the interest rate shows a proper 
responsiveness to the rise and fall of 
free funds is at the commercial cen- 
ters or in the sections which have 
attained their development. In the 
very large western areas it has been 
noticeably true that the rate to the 
farmer and stock raiser has changed 
but little throughout the entire war 
period including the last twenty-two 
months of very severe strain on credit. 
This applies particularly to the best 
names. The availability of credit 
fluctuates more than the rate. Such a 
condition has not prevailed at the cen- 
ters where the rate even to the best 
names has fluctuated in accordance 
with a changing money market. These 
were conditions which the Federal Re- 
serve Banks were not called upon to 
encounter until after the war period of 
'artificial prosperity had largely spent 
itself. It then became apparent that 
they entailed very serious problems, 
the gravest of which did not develop 
until the sharp fall in prices began to 
cause cancellations and extraordinary 
inventory losses, and to impair the 
credit standing of many responsible 
firms. In the stock-growing districts 
the market for wool collapsed. Live 
stock prices receded sharply. In the 
agricultural sections farmers who antic- 
ipated a continuance of the extremely 
profitable price levels saw corn drop to 
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a point where it was more profitable to 
burn it than buy coal; and wheat went 
down to a third of its high war price. 

Reserve Bank Policy During 
Business Contraction 

If every merchant and farmer caught 
in the jaws of this distressing situation 
had been improvident, lacking in fore- 
sight and not entitled to bank support 
and bank credit, the problem might 
have been easier. It would then have 
been simple to say that Mr. Smith and 
Mr. Jones had reaped the fruits of their 
own errors and to have permitted them 
to take the usual course through bank- 
ruptcy. The conditions, however, were 
somewhat different. While a certain 
amount of recklessness, extravagance 
and failure to consider the future, 
doubtless existed, price changes were 
so radical as suddenly to cripple and 
often seriously to embarrass, entirely 
worthy and reputable commercial, in- 
dustrial and agricultural interests. It 
was necessary in such cases that the 
banks show no hesitancy in supporting 
every worthy borrower to the full ex- 
tent of their power. 

It is an interesting fact that this 
power to help was, to an extraordinary 
extent, based upon the power of the 
Federal Reserve System to extend 
credit. Access to the Federal Reserve 
Banks was a right enjoyed, under 
specific provisions of the law, by every 
member bank. There was, however, 
no legal bar to loans by city corre- 
spondents to non-member country 
banks, and the immediate result was 
that the very heavy rediscounting of 
banks at the centers was translated 
into equally heavy loans to non-mem- 
ber institutions at widely scattered 
points, irrespective of the provision of 
the Federal Reserve Act that denies 
the use of the credit facilities of the 
Federal Reserve System to non-mem- 
bers. There is no question but that 



the financial and business judgment of 
the country will strongly support the 
policies pursued by the Federal Reserve 
Banks when they are properly under- 
stood. A narrow or hidebound interpre- 
tation of the law, irrespective of the very 
great physical difficulties which must 
be encountered in any effort to trace 
the movement of the proceeds of redis- 
counts through a large city institution, 
would immediately have meant the 
failure of many hundreds of state in- 
stitutions, a large proportion of which 
were, under the Federal Reserve Act, 
ineligible for membership because of 
insufficient capital. The strain upon 
the Federal Reserve System was severe 
enough and there could have been no 
justification for inviting the crisis 
which would have been precipitated 
had the very numerous non-member 
banks lacked a place to go to borrow. 

What happened during the year end- 
ing April 28, 1921, is very interestingly 
shown in a chart prepared under the 
direction of Mr. Benjamin Strong, 
Governor of the Federal Reserve Bank 
of New York. Classifying all the mem- 
bers in the Federal Reserve System by 
their location in agricultural, semi- 
agricultural, and non-agricultural coun- 
ties, we find that during this period the 
aggregate deposits of banks in non- 
agricultural counties fell off 4 per cent. 
In semi-agricultural counties the de- 
crease was 5 per cent; but in the agri- 
cultural counties the decrease was 11 
per cent. As to their aggregate loans, 
the decrease in non-agricultural coun- 
ties was 6 per cent, and in semi-agri- 
cultural and wholly agricultural coun- 
ties the decrease was in each case, 1 
per cent. In their aggregate borrow- 
ings from Federal Reserve banks, non- 
agricultural counties fell off 29 per cent, 
while semi-agricultural counties re- 
ceded only 2 per cent and wholly 
agricultural counties increased their 
borrowings 57 per cent. In aggregate 
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borrowings from other sources than the 
Federal Reserve System, the non-agri- 
cultural counties increased 1 per cent; 
the semi-agricultural counties, 19 per 
cent and the agricultural counties, 66 
per cent. It therefore appears that 
agriculture, in which is included live 
stock, drew down its deposits, failed to 
decrease its loans, and in both cases 
made extraordinary increases in its 
borrowings. 

A situation such as this was sure to 
produce peculiar problems in a Federal 
Reserve Bank. Let us suppose that in 
one of these agricultural sections a 
member bank had already increased 
its loans and discounts to the limit of 
safety while carrying reasonable redis- 
counts with its Federal Reserve Bank 
and substantial bills payable with cor- 
respondents. The long delayed liqui- 
dation in its territory fails to develop. 
Its farmer customers, perhaps five or 
six hundred in number, are man and 
man alike obliged to pay their debts 
contracted on a basis of high wheat 
and high corn, with wheat and corn 
having an abnormally shrunken mar- 
ket. Obviously the bank would fail in 
its responsibility to its community if it 
arbitrarily refused loans and forced 
payment. The facts were that in very 
numerous cases the enforcement of 
payment was practically an impos- 
sibility, since the crops lacked liqui- 
dating power. The Federal Reserve 
Bank's problem, therefore, became 
broader than that of the bank itself. 
It became a problem of carrying 
through the farmers or business men 
until they could again find a safe 
footing. 

In some sections of the West it 
was necessary to continue this policy 
through four successive failures of the 
crop. The bank's alternative was to 
loan the minimum that was necessary 
to enable its customers to weather the 
storm or encounter a prompt insol- 



vency. Within a very brief period 
fifty-three banks in a certain western 
state, and numerous banks in the 
South and in other portions of the 
country, mainly in districts that are 
agricultural, went to the wall. In such 
an emergency it is fruitless to rely upon 
the fluctuations of a discount rate. An 
increase of 1 per cent would not de- 
ter a bank in very grave difficulties 
from presenting eligible paper for 
rediscount at a Federal Reserve Bank. 
There can be no question of the legal 
right of a member in the Federal Re- 
serve System to present eligible paper 
for rediscount. Upon the presentation 
of such paper the problem becomes one 
for the executive committee and execu- 
tive officers to solve. They must deter- 
mine whether in view of all the facts 
and circumstances the rediscount of 
particular applications is justifiable. 
I have indicated that during the recent 
abnormal period the justification of re- 
discount did not necessarily depend 
wholly upon the credit standing of the 
applicant or upon the character of the 
paper presented. Because of these con- 
ditions, which nullify the effect of dis- 
count rate changes, it is frequently 
necessary to carry a bank beyond what 
would ordinarily be considered safe or 
prudent limits in order to protect its 
depositors and its community and 
maintain the stability of the general 
banking situation. This has been par- 
ticularly true where loans were "frozen " 
and slow rather than doubtful. 

With a clean and reputable member 
under capable management in acute 
distress and faced with the alternative 
of obtaining additional assistance or 
closing its doors, there can be no ques- 
tion as to what the policy of the Federal 
Reserve Bank should be. It is better 
to save the reputable banks, assist their 
worthy customers, whether business 
men or farmers, to weather the storm, 
and hope for rehabilitation later, than 
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to take a narrow view and force the 
bank to the wall, unsettle public confi- 
dence and perhaps precipitate again 
such conditions as were a quite familiar 
experience prior to the establishment 
of the Federal Reserve System. 

The Rediscount Rate as Credit 
Regulator 

Any discussion of credit control at 
the present time is necessarily colored 
by recent experiences and may perhaps 
have a less practical value because of 
the abnormal nature of the period from 
the beginning of 1920 down to date. 
Such a period does, however, carry its 
own lessons. One of the most impor- 
tant is that dependence upon the dis- 
count rate is a fallacy until the discount 
rate can be made generally applicable 
to the borrowings of all banking insti- 
tutions in the country. Pending such 
development the real control of credit 
in the Federal Reserve System will lie 
not in the rate but in the accuracy and 
precision of judgment of the boards of 
directors, executive committees and 
executive officers in each of the Fed- 
eral Reserve Banks, with the able lead- 
ership and excellent advice which they 
have unfailingly received from the 
Federal Reserve Board. 

To the borrowing individual or bor- 
rowing bank, such strain and emer- 
gency destroy the effectiveness of con- 
trol through the rediscount rate. The 
question then becomes one of expedi- 
ency and safety and not one involving 
scientific application of a theory, which, 
while it works well in smaller and 
better developed nations, will have a 
doubtful practicability in the United 
States until it reaches equal develop- 
ment and has an equally well-knit 
population, properly seasoned by prec- 
edent, custom and established rule. 

On the other hand, it cannot be 
doubted that the existence of a dis- 
count rate has been an influence of ex- 



ceptional value. Some of the critics of 
its result in operation have apparently 
overlooked the fact that the Federal 
Reserve System during the period of 
the War was necessarily dominated by 
Treasury policies, and that it did not 
have an opportunity to work out a 
discount rate policy of its own. Within 
a very recent period a certain group of 
eastern banks encountering relatively 
the same conditions have gone to a 
flat 4 J per cent basis. A second group 
of banks, between the better developed 
East and the partially developed West, 
but having much the same problems to 
meet, have adopted a 5 per cent basis. 
The remaining banks in the undevel- 
oped sections have gone to a 5| per 
cent basis. We have therefore in the 
Federal Reserve System, for the first 
time, what is practically a uniform 
policy in the fixing of rediscount rates, 
and the new rates are as uniform as 
may be as to the districts where condi- 
tions are similar. 

Under normal conditions there 
should be a differential between the 
developed East and the undeveloped 
West. Such a differential cannot al- 
ways exist because it will be affected 
temporarily by stress and unusual de- 
velopments in the money market. It 
has the merit of affording guideposts 
by which the 30,000 banks in the 
United States may judge country-wide 
credit conditions, and while their free- 
dom and independence in making rates 
to their customers is in no wise im- 
paired, it will unquestionably prove 
that Federal Reserve discount rates 
which maintain the proper relation be- 
tween the different areas of the United 
States and which keep reasonably in 
line with their upward or downward 
movement, will have a very material 
indirect influence. They will probably 
tend in the long run to equalize bank 
rates in sections where conditions are 
similar and to prevent abnormal differ- 
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ences in the customers' rate in different 
sections of the country. 

From a practical standpoint the con- 
trol of credit is largely a matter of lead- 
ership and example. It is becoming 
clear that each rediscount application 
in a Federal Reserve Bank must receive 
a high degree of individual study and 
that there must be devoted to it a 
specialized judgment which takes full 
cognizance of all the facts surrounding 
it. In western Reserve Banks, at least, 
it is improbable that the conditions of 
any two borrowing banks will prove to 
be exactly parallel. These differences 
must be recognized and as they develop 
they call for keen banking judgment 
rather than the application of a rule. 
In the last analysis the control of credit 
through the Federal Reserve System is, 
therefore, a matter for the executive 
officers and executive committee in each 
individual case . They must set up their 
own policies, form their own judgments, 
and endeavor to hold all applications 
from borrowers to proper standards, 
which if they are to be valuable must 
not be inflexible. From an intimate 
viewpoint it is clear that the success 



the Federal Reserve Banks have had in 
enabling this country to avoid disaster, 
while not complete, was still extra- 
ordinary and that it had its foundations 
not in any question of rate control but 
in the application of shrewd and pre- 
cise judgment to many thousands of 
separate and distinct problems. 

In checking expansion, the prompt- 
ness and courage of the Federal Re- 
serve Banks in taking a stiff stand 
against inflation is likely to prove more 
efficacious than any decision to ad- 
vance the rate, although both actions 
must go hand in hand. In reality it 
might be said that an advancing or 
receding discount rate is of material 
advantage as a warning signal but that 
the practical work of the Federal Re- 
serve Bank is in its executive commit- 
tee and that the degree of control which 
it exercises, which is necessarily limited 
by the insufficiency of its membership, 
will be proportionate to the farsighted 
vision and courage of the Federal Re- 
serve Board, which supervises, and the 
executive control in each Federal Re- 
serve Bank, to which each problem 
must ultimately come for settlement. 
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CONTROL over discount rates, as 
exercised by the Federal Reserve 
Banks and the Federal Reserve Board, 
is one of the most important and far- 

1 Remarks at the opening session of the joint 
conference of the Federal Reserve Board with 
the Federal Reserve Agents and Governors of 
Federal Reserve Banks held at Washington, 
D. C, October 25-28, 1921. 

Because of his official position, Governor 
Harding did not feel at liberty to express a per- 
sonal opinion. In this paper, however, he 
states the problem as it has been brought before 
Federal Reserve authorities. 



reaching powers ever delegated by 
Congress to another instrumentality. 
The grant ranks with the power given 
the Interstate Commerce Commission 
to regulate railroad rates. While it 
is necessary that powers of this kind 
should be vested in a few hands, they 
should be used with discretion and the 
effect of a change in rate should be care- 
fully considered before the change is 
made. 

The principle is well established 
that in theory the Federal Reserve 



